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A S T H E W O R L D T U R N S 
Time for a 
Second Stimulus 
J O S E P H S T I G L I T Z , who was awarded the Nobel Prize for economics in 2001, spoke to 
the Council on Foreign Relations recently about his new book, Freefall: America, Free 
Markets and the Sinking of the World Economy, and discussed the US recovery, banking 
regulation and China's stimulus. N P Q editor Nathan Gardels participated in the discussion 
as a member oj the council. Adapted excerpts follow: 
O N T H E P R O S P E C T S O F E C O N O M I C R E C O V E R Y I N T H E U N I T E D 
S T A T E S I We've pulled back from the precipice, but the current situation cannot be 
described as a strong recovery. The recession may be over in the way economists 
describe i t — t w o quarters of negative g r o w t h — s i n c e growth has turned positive. 
But the recession is far from over for those who don't have jobs or can't sell the goods 
they produce. 
The official unemployment rate may be 10 percent. But when we factor in those 
who are no longer looking for w o r k because the recession has gone on so long, the 
picture looks pretty bad. Since the U S Bureau of Labor Statistics collects data on those 
who have given up looking for w o r k or taken a part-time job, we can calculate that 
the real unemployment level stands at over 19 percent. 
That means one out of five Americans looking for ful l-t ime work cannot get it 
now. A n d four out of 10 who can't find w o r k have been out of a job for more than 
half a year, which means whatever savings they had w i l l have dr ied up whi le the 
prospects of re-employment in a good job go way d o w n . That is a serious situation. 
It is bleaker for those over co, and bleaker stil l for black youth, in w h i c h one out of 
two are unemployed. 
It is commonly said that growth in jobs always lags behind recovery. The truth is 
that the recovery hasn't been strong enough to create enough jobs for new entrants 
to the labor force, no less to br ing unemployment from 1 o percent back to ç percent. 
For that to happen in the U S , growth must be at least 3 percent a year. I don't see 
growth in 2 0 1 0 or 20 11 being above that level. 
The fundamental p r o b l e m — b o t h nationally and g l o b a l l y — i s that what sus-
tained such levels of growth in the pre-crisis years was the bubble economy, which 
The fundamental problem— 
both nationally and globally— 
is that what sustained such 
levels of growth in the pre-crisis 
years was the bubble economy. 
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A S T H E W O R L D T U R N S 
One of the key failures of the 
stimulus package was that it 
didn't take into account the 
fiscal problems the recession 
would create for state and 
local governments. 
a l l o w e d p e o p l e t o l i v e b e y o n d t h e i r m e a n s b y b o r r o w i n g . In o n e y e a r a l o n e i n the U S , 
p e o p l e t o o k $950 b i l l i o n o u t o f t h e i r h o u s e s i n e q u i t y l o a n s . 
D u r i n g that t i m e , the savings ra te i n the U S p l u m m e t e d t o z e r o . C l e a r l v , w h a t w a s 
u n s u s t a i n a b l e c o u l d n ' t b e s u s t a i n e d . 
T h e f l i p s i d e of the b u r s t b u b b l e is that c o n s u m p t i o n has g o n e d o w n . F o r the l o n g 
t u r n , that is a g o o d t i l i n g . F o r the s h o r t r u n , that is a p r o b l e m . 
P r a v i n g f o r t h e c o n s u m e r t o c o m e b a c k i n th is c o n t e x t is a f u n n y k i n d o f p r a y e r . 
W e s h o u l d n ' t g o b a c k t o l i v i n g b e y o n d o u r m e a n s i n the U S , w h i c h is w h a t c r e a t e d 
the c r i s i s t o b e g i n w i t h . A n d , c e r t a i n l y f o r the m o m e n t , w e c a n ' t . 
T h a t m e a n s a r o b u s t r e c o v e r y is n o t l i k e l y . W i t h o u t s t r o n g c o n s u m p t i o n , s t r o n g 
i n v e s t m e n t is n o t l i k e l y . 
In t h e 1997—98 c r i s i s , w h e n K o r e a , f o r i n s t a n c e , h a d t h i s p r o b l e m , i t r e c o v e r e d 
b y e x p o r t i n g w h a t i t m a d e t o the U S a n d o t h e r p l a c e s that c o u l d c o n s u m e its p r o d -
u c t s . B u t w i t h E u r o p e d o w n a n d the U S d o w n , w e c a n ' t a l l e x p o r t o u r w a y o u t of this 
c r i s i s . T r a d e w i t h M a r s is s t i l l n o t big e n o u g h . 
A S T H E W O R L D T U R N S 
P a r t o f the w o r l d — A s i a — i s r e c o v e r i n g . B u t , d y n a m i c as A s i a i s , its d e m a n d is 
t o o s m a l l o v e r a l l t o m a k e u p the s h o r t f a l l that w o u l d l i f t the U S o u t o f r e c e s s i o n 
t h r o u g h e x p o r t s . T h a t leaves g o v e r n m e n t t o fill the gap. T h e U S s t i m u l u s has m a d e a 
d i f f e r e n c e . If w e h a d n ' t h a d the s t i m u l u s , u n e m p l o y m e n t w o u l d b e n o r i 2 p e r c e n t . 
Y e t , i t w a s n o t b i g e n o u g h o r w e l l e n o u g h d e s i g n e d t o b r i n g e m p l o y m e n t b a c k t o n o r -
m a l l e v e l s . 
O n e o f the k e y f a i l u r e s o f the s t i m u l u s p a c k a g e was that it d i d n ' t take i n t o a c c o u n t 
the fiscal p r o b l e m s the r e c e s s i o n w o u l d c r e a t e f o r state a n d l o c a l g o v e r n m e n t s . W h e n 
t a x r e v e n u e s g o d o w n b e c a u s e o f l o s t e c o n o m i c a c t i v i t y — f a l l i n g h o u s i n g p r i c e s , 
c l o s e d b u s i n e s s e s , l o s t i n c o m e f r o m u n e m p l o y m e n t — b u d g e t s have t o b e c u t b a c k . 
R e v e n u e s at the state a n d l o c a l l e v e l i n the U S are d o w n S 200 b i l l i o n th is year. S o , 
w h i l e the f e d e r a l g o v e r n m e n t has b e e n i n c r e a s i n g s p e n d i n g , state a n d l o c a l g o v e r n -
m e n t s have b e e n c o n t r a c t i n g . 
T h i s a l l w i l l get w o r s e w i t h the e n d o f t h e s t i m u l u s i n 20 11 . 
W h a t t o d o ? T h e U S C o n g r e s s has t o pass a s e c o n d s t i m u l u s . It a lso has t o finally 
r e a l l y c o m e t o g r i p s w i t h the m o r t g a g e c r i s i s , w h i c h i g n i t e d the m e l t d o w n . T h i s year 
w e are e x p e c t i n g 2.ç t o 3 m i l l i o n f o r e c l o s u r e s . 
F i n a l l y , b a n k s m u s t b e g i n l e n d i n g a g a i n , e s p e c i a l l y t o s m a l l a n d m e d i u m - s i z e 
bus inesses that c r e a t e new j o b s . T h i s was the r a t i o n a l e f o r h a i l i n g out the h a n k s 
b u t i t h a s n ' t w o r k e d . T h e r e are s t i l l n o c o n s t r a i n t s o n t h e b a n k s . T h e v g e t a l m o s t 
o p e r c e n t c r e d i t f r o m t h e F e d e r a l R e s e r v e , a n d w h a t d o t h e y d o ? T h e y l o o k a r o u n d 
t h e w o r l d f o r i n v e s t m e n t i n t h e s t r o n g e s t e c o n o m i e s — n o t t h e U S b u t e m e r g i n g 
e c o n o m i e s s u c h as B r a z i l a n d C h i n a . A n d n o w that is c r e a t i n g a p r o b l e m b e c a u s e t h e y 
are g e t t i n g s p e c u l a t i v e m o n e y that is c r e a t i n g b u b b l e s t h e r e ! 
F o r t u n a t e l y , these c o u n t r i e s have b e e n t h r o u g h this c r i s i s o n c e a l r e a d y a n d have 
b e t t e r b a n k i n g r e g u l a t i o n s a n d m o n e t a r y p o l i c i e s t h a n t h e U S . B r a z i l has a l r e a d y 
i n t r o d u c e d r e s t r i c t i o n s o n the i n f l o w o f c a p i t a l , u n d e r m i n i n g g l o b a l i z a t i o n . 
O N B A N K I N G R E G U L A T I O N | T h e r e g u l a t o r y f r a m e w o r k o f b a n k s is o n e o f 
the k e y p r o b l e m s i n the U S today. C l e a r l y , the c u r r e n t i n c e n t i v e s y s t e m i n b a n k i n g 
i n s t i t u t i o n s — f o r e x a m p l e , the w a y b o n u s e s are c a l c u l a t e d a n d p a i d — e n c o u r a g e s the 
v e r y s h o r t s i g h t e d r i s k - t a k i n g that b r o u g h t us t o w h e r e w e are . S i z e is a lso a p r o b l e m . 
If b a n k s that are " t o o l a r g e t o f a i l " g a m b l e w i t h r i s k a n d w i n , t h e y w a l k off w i t h 
the p r o f i t s . If t h e y l o s e , the t a x p a y e r p i c k s u p the tab. 
I w a s w o r k i n g i n the W o r l d B a n k at the t i m e o f the A s i a n financial c r i s i s i n 1997. 
T h e v a r i o u s c r i s e s c a r r i e d the n a m e s o f c o u n t r i e s — I n d o n e s i a , K o r e a , T h a i l a n d , e t c . 
B u t these w e r e n o t " c o u n t r y " c r i s e s . T h e y w e r e b a n k i n g c r i s e s . 
T h e A m e r i c a n a n d E u r o p e a n b a n k s l e n d i n g i n East A s i a l e n t t o c o m p a n i e s b e y o n d 
The reality is that the financial 
system has failed to do its job. 
Its job is to take savings and 
transform them into invest-
ments with the highest return. 
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A S T H E W O R L D T U R N S 
China's stimulus includes 
spending on a high-speed rail 
system. Just as the transconti-
nental railroad changed 
America's economic geography 
when it was built, it will do the 
same for them. 
t h e i r a b i l i t y t o pay. W h a t h a p p e n e d ? T h e y w e r e b a i l e d o u t b e c a u s e , i f t h e y w e r e n ' t , i t 
was s a i d , t h e r e w o u l d be t u r m o i l . S o , the I n t e r n a t i o n a l M o n e t a r y F u n d ( I M F ) p u t a g u n 
to t h e i r h e a d t o m a k e sure the d e b t s w e r e p a i d . T h e t a x p a y e r s i n t h o s e c o u n t r i e s w e r e 
f o r c e d t o b a i l o u t the b a n k s . T h e o n l y d i f f e r e n c e w i t h this c r i s i s is that the A m e r i c a n 
t a x p a y e r s , i n s t e a d o f p o o r p e o p l e i n A s i a n c o u n t r i e s , are b a i l i n g o u t the b a n k s ! 
It is a w e l c o m e d e v e l o p m e n t that t h e r e are n o w d i s c u s s i o n s i n the G - 2 0 a n d else-
w h e r e a b o u t h o w t o c h a n g e the i n c e n t i v e s t o get the b a n k s t o behave b e t t e r . G l o b a l 
c o o p e r a t i o n i n this e n d e a v o r w o u l d b e best b e c a u s e o f g l o b a l i z a t i o n — b a n k s are g o o d 
at r e g u l a t o r y a n d financial a r b i t r a g e , s e n d i n g c a p i t a l t o w h e r e t h e y are least r e g u l a t e d . 
In E u r o p e , t h e v i e w is v e r y m u c h that t h e U S is d r a g g i n g its feet . E u r o p e a n s are 
m u c h m o r e a d a m a n t a b o u t r e g u l a t i o n . T h e h e a d o f the B a n k o f E n g l a n d has sa id v e r y 
f o r c e f u l l y , " I f y o u are t o o b i g t o f a i l , y o u are t o o b i g t o b e . " I n c e n t i v e s that l e a d t o 
e x c e s s i v e r i s k - t a k i n g have t o b e c u r b e d f o r t h o s e i n s t i t u t i o n s that c a n p u t at r i s k an 
e n t i r e e c o n o m y . 
T h e r e a l i t y is that the financial s y s t e m has f a i l e d t o d o its j o b . Its j o b is t o take 
savings a n d t r a n s f o r m t h e m i n t o i n v e s t m e n t s w i t h the h i g h e s t r e t u r n . P u t t i n g savings 
i n t o h o u s i n g b e y o n d p e o p l e ' s a b i l i t y t o save i n t h e r i c h e s t c o u n t r y i n t h e w o r l d d i d 
n o t d o that . O u r financial s y s t e m d i d n o t p e r f o r m i ts s o c i a l f u n c t i o n . 
O N C H I N A I O n e o f the r e a s o n s t h e C h i n e s e are r e c o v e r i n g so w e l l is that t h e y 
have r e a d a l l the g o o d A m e r i c a n t e x t b o o k s o n m a c r o e c o n o m i c m a n a g e m e n t that 
w e ' v e r e c e n t l y i g n o r e d . T h e K e y n e s i a n i d e a , w h i c h t h e y ' v e a d o p t e d , is that i f y o u have 
a w e a k e c o n o m y , the g o v e r n m e n t s h o u l d s p e n d . A n d t h e y are d o i n g i t the r i g h t w a y 
b y s t i m u l a t i n g the e c o n o m y i n the s h o r t r u n t h r o u g h i n v e s t m e n t s that p r o v i d e the 
basis f o r l o n g - t e r m e c o n o m i c g r o w t h . 
F o r e x a m p l e , t h e i r s t i m u l u s i n c l u d e s s p e n d i n g o n a h i g h - s p e e d r a i l s y s t e m . J u s t 
as t h e t r a n s c o n t i n e n t a l r a i l r o a d c h a n g e d A m e r i c a ' s e c o n o m i c g e o g r a p h y w h e n i t w a s 
b u i l t , i t w i l l d o the s a m e f o r t h e m . N o w t h e y have the fastest t r a i n s i n t h e w o r l d . 
W h e n c o m p l e t e d , that w i l l leave t h e m i n a p o s i t i o n f o r faster g r o w t h . 
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